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lease.4 Evidence that a debtor used reasonable business judgment includes “generation of
revenue which will benefit the estate.”5 A debtor’s decision should be approved unless the
decision demonstrates such unreasonableness that it seems to be made in bad faith or on a
whim.6 Furthermore, an order approving a sale is subject to a bankruptcy judge’s discretion and
should only be vacated when there is a clear showing of abuse of discretion.7
A.

Sales Free and Clear of Liens and Interests: 11 U.S.C. 363(f)

Section 363(f) allows a debtor or trustee to sell property free and clear of interests under
the following five scenarios: if (1) applicable bankruptcy law permits it; (2) such entity consents;
(3) such interest is a lien and the price at which it will be sold is greater than the value of the lien;
(4) such interest is in a bona fide dispute; and (5) such entity could be compelled to accept
money satisfaction of the interest.8 The Trustee in In re Genesys relied on 11 U.S.C. § 363(f)(4)
to sell the biological samples and research equipment expeditiously.”9 When interpreting the
provisions of 363(f) “[c]ase law has construed these standards expansively.”10 Property that may
be sold “free and clear” includes “all legal and equitable interests of the debtor existing as of the
commencement of the estate.”11 “The purpose of the power to sell ‘free and clear’ is to avoid
delay over disputes about validity of liens or interests.”12
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The term “bona fide dispute” is not defined in 363(f)(4), however, courts have
determined that a bona fide dispute exists when there is some objective basis for either a factual
or legal dispute as to the validity of a debt.13 The court need not resolve the bona fide dispute,
only whether one exists.14 The court in In re Robotic Vision Sys., Inc., set out factors to
determine whether a bona fide dispute exists.15 Courts should perform a case by case analysis
taking into consideration: (1) the procedural posture of the case; (2) the need to expedite the sale;
and (3) the nature of the basis for determining that a dispute exists. Id. The burden to prove such
an interest rests on any “party asserting an interest in property being sold.”16 In re Genesys
applied this analysis to an intellectual property interest asserted by the government.17
B.

Application to a Governmental Interest
1.

In re Genesys

In In re Genesys the Genesys Research Institute (the “Debtor”) was a “nonprofit
corporation which conducted biological research and was partially funded by federal, state, and
private grants.”18 In attempting to settle the estate, the Trustee filed a motion to dispose of
biological materials and sell research equipment by public auction pursuant to section 363 (f) of
the Bankruptcy Code.19 In support of his motion, the Trustee argued that no party had stepped
forward to take custody and control of the materials and that the costs and burdens of
maintaining the biological materials were considerable.20 The Trustee concluded that the
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disposition of the biological materials and the research equipment was warranted and necessary
in furtherance of his duties as a Chapter 11 Trustee.21
Three parties filed objections to the Trustee’s motion, the Department of Energy
(“DOE”), Dr. Phillip Hahnfeldt, and Dr. Lynn Hlatky.22 The DOE and Dr. Hlatky made
arguments asserting that the government interest prevented the Trustee from disposing of and
selling the biological materials and equipment.23 The DOE’s “objection maintained that the
United States had a right to control the Biological Materials and any research Equipment needed
to continue DOE-funded research.”24 The DOE further argued that the United States’ interest
included the right to control the disposition of the biological materials and the sale of the
equipment.25 The basis of this argument was that the federal interest was outside of the Debtor’s
estate and therefore outside the Trustee’s control.26 In addition, the DOE cited 10 C.F.R. section
600.134(c) to argue that recipients of federal funds “shall use the equipment in the project or
program for which it was acquired as long as needed, whether the project continues to be
supported by Federal funds.”27 The DOE asserted that the Trustee could not dispose of any of the
biological materials or sell the equipment so long as they are still needed for activities currently
or previously supported by a Federal awarding agency.28
Dr. Hlatky maintained that a substantial portion of the property identified in the Trustee’s
motion was not actually property of the Debtor’s estate.29 She asserted that the assets in question
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were held in trust by the Debtor for the government institutions that funded the research.30
“Hlatky also argued that the Debtor was merely a conduit through which federal grant money
passed through to the researchers who obtained the grants.”31 She believed that the Debtor did
nothing more than purchase the equipment so that the scientists would be able to perform the
task set forth in the grant application.32
The Court granted the motion to dispose of the biological materials and to sell the
research equipment.33 The Court rejected the arguments that the equipment and biological
materials were not property of the estate.34 The Court also noted that it was unnecessary to
definitively resolve that issue because such an interest was in a bona fide dispute so the property
could be sold free and clear of all interests.35 Furthermore, the Court determined that effectuating
the sale and disposition motion was in the best interest of the estate.36
Hlatky filed a motion for reconsideration alleging that the Court erred when it concluded
that the biological materials and research equipment were in a bona fide dispute.37 She alleged
that the equipment and biological materials were excluded from the definition of property under
11 U.S.C. § 541(a) and (d).38 Furthermore, she alleged that they were not under a bona fide
dispute because the Debtor received federal funds.39 The Court denied her motion to reconsider
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because “there were no manifest errors of fact or law.”40 Thus, the Trustee was free to sell the
property free and clear of all liens and interest because a bona fide dispute existed.41
2.

Application of § 363(f) to the Tools and Fruits of Government Funded
Research

One of the primary issues the Bankruptcy Court in In re Genesys had to address on
reconsideration was whether it had erred in approving the sale and disposition of the biological
materials and equipment free and clear of liens and interests. Unfortunately for the Government,
the Department of Energy was unable to specifically identify any of the equipment or biological
materials that were purchased with the use of federal funds.42 This factored into the practicality
of potentially denying the motion to sell the equipment and destroy the biological materials. The
biological materials and equipment were not catalogued or indexed so it would have been very
difficult, if not impossible, to determine whether and to what extent the materials and equipment
were bought with federal grants.43 Furthermore, the Court noted that the DOE only asserted a
property interest in the continuation of the research it had funded instead.44
Additionally, the DOE did not rely on 11 U.S.C. § 363(d)(1) in any of its arguments.45
Section 363(d)(1) states that a trustee may use, sell, or lease property in the case of a debtor that
is not a moneyed business, in accordance with non-bankruptcy law.46 The Debtor would have
had to follow state laws governing nonprofit organizations and solicit offers from other
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charitable organizations.47 Because the DOE did not formulate any argument in reliance to this
statute, the Court ruled that the DOE waived its reliance on this statute.48 Therefore, the Court
did not have to analyze whether the Trustee had to solicit offers from other charitable
organizations before disposing of the biological materials and equipment.
In summarizing the bona fide dispute between the DOE and the Debtor, the Court noted
that the Trustee asserted that the biological materials and the equipment were property of the
estate even though they were bought with federal grants.49 The DOE simply asserted a partial
interest in some of the equipment and was unable to specifically identify that equipment.50
The bona fide dispute concerning the interest in the alleged government property was
also objected to by Dr. Hlatky because they were federally funded.51 However, the Court held
that Dr. Hlatky did not have standing to assert the rights or interests of the United States.52 She
did not cite to any legal authority which allowed her to act on behalf of the government.53
Additionally, she could not assert an interest because she did not establish any “legal exposure”
if the sale and disposition motion was carried out.54 One case that Dr. Hlatky used to oppose the
motion was City of Springfield v. Ostrander (In re LAN Tamers, Inc.).55 In that case the debtor,
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received federal money to maintain internet networks at various schools.56 When the debtor went
bankrupt the City of Springfield had already paid the debtor to fulfill a contract.57 The issue was
whether these federal monies, held by a government entity, were part of the debtor estate.58 The
court held that the debtor was a service provider for the City of Springfield and was simply a
conduit or agent for the payment.59 The court held that the funds belonged to Springfield and
were not part of the estate. The funds were essentially being held in either a constructive trust or
resulting trust for the benefit of the City of Springfield.60 The Trustee distinguished this case
because in In re Genesys, the funds were deposited directly into the Debtor’s accounts without
restriction as opposed to In re LAN Tamers where the funds were government money only being
held in trust by the debtor.61
One case the Trustee relied on, and the Court agreed with, in support of its contention
that a chapter 11 debtor is entitled to use grants to pay creditors is Boston Reg’l Med. Ctr., Inc. v.
Reynolds (In re Boston Reg’l Med. Ctr., Inc.).62 In that case a nonprofit hospital went bankrupt
and attempted to use grant money to pay its creditors.63 The debtor-hospital was granted money
as part of a bequest in a testamentary trust.64 The hospital sought an order turning over the funds
to it so that it may pay off its creditors.65 The opposition argued that because the hospital ceased
to exist it could no longer perform its charitable purpose and it should not be entitled to that
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grant.66 The court held that the running of a nonprofit requires the work of many individuals.67 If
these individuals are not paid contemporaneously with their services, they become creditors.68
“Without payment of these creditors, a hospital, even a not-for-profit hospital, simply would not
exist. The payment of creditors is essential and integral to the carrying out of the charitable
mission of the hospital.”69 Thus, the Court supports the proposition that even though the Debtor
ceased operations for which the grant money was given, it is still entitled to use that grant money
to satisfy its debts to creditors.70
In summarizing its analysis, the court held that the Trustee established that the DOE’s
interest was in a bona fide dispute.71 “The Court determined that the Trustee exercised sound
business judgment and that the sale was in the best interests of the creditors of the bankruptcy
estate.”72
II.

Conclusion
When a non-profit debtor receives federal grant money, it may nevertheless sell that

property to advance the best interests of the estate and its creditors, whether it would be saving
money or making money to settle accounts. If there is a dispute regarding a government interest
in property with respect to federal funds the government previously provided, 363(f)(4) of the
Bankruptcy Code allows the sale of such property free and clear of any interest. The trustee may
handle the government funded property however he or she deems is best and the court will not
have to resolve the dispute. Weighing into the consideration whether a bona fide dispute exists,
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will be the ease with which the property purchased with government funds can be identified. If
the court would have great difficulty identifying the assets that the federal grants specifically
funded, it is more likely that the court would find there is a bona fide dispute and grant the sale
of the property. Thus, when grant money is deposited directly into accounts without any
restriction, such funding will give rise to such difficulty in identifying what the grant money
specifically funded. As for third parties who want to assert a government interest, they must have
standing to do so. If they do not personally have any legal exposure, they will have to cite to
some authority which enables them to act on behalf of the United States or any other
governmental entity.
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